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MClmetro Access Transmission Services, Inc ("MCI'') respectfilly 

requests that &e Arizona Corporation CommUsion modi@ several provisions of the 

A&itrators' mcomrrmended order. 
Despite the fact that h e  Arbitrators use the Hatfield Model as a starting 

point far deteminbg the costs of mbundfed elements and conclude &at MCI's 

n&d of cdculatirrg the: avoided cost discaunt for resale is the most reasmabfe, tht 
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L A W Y E R S  

Arbitrators propose that the Cornmission adopt certain other concepts which will at a 

minimum defer, if not prevent, the development of a truly competitive local exchange 

market in Arizona. 

The two primary problems are the adoption of [IS West's proposal to use 

three lines per living unit, rather than two, and the adoption of US West's proposal to 

weigh the resale discount according to different types of services. 7he use of three 

lines per living unit drives the unbundled loop price up to $16.41, which is less 

econcwnjcaily viable than the two line per living unit structure used in the Hatfield 

mudei. The weighing of the resale discount by service categories reduces the 

residential discount to 10.05%, we11 below an economically viable number. The 

result of these two provisions in tire propod order wiii be to stifle competition in 

the residential market and thereby deny the benefits of competition to most Arizona 

consumers. This result undoubtedly was unintendted by the Arbitrators and should be 

modified by the Commission. 

MCI's specific exceptions to the proposed order are set forth below wirh 

references to the proposed order. 

1. 

The Commission should use the cost of capital adopted in the most recent 

Cost of Canit4 (Order, $8 II(B)( l), pp. 6-8) 

US West rate case. The Arbitrators did use the capital structure and cost of debt 

fim the most recent US West rate case. However, the Arbitrators propose a greater 

cost of equity than in the rate case, raising the composite cost of capital to 10.06%. 

The record docs not support the increased cost of equity. tJS West's 

monopoly position continues to protect its investors from the risks normally 

associated with compditive companies. 
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The C‘ummissiun should use the cost of‘ capital adopted in IJSWIL”s most 

’ecent Arizona rate case: 9.75%. Siwek, A’IT Exhibit 5. pp. 20-21. The l-iatfiefd 

node1 uses this Commission approved cost of capital. 

2. 

‘be Commission should use the depreciation factors adopted in thc most 

Denreciation (Order §11(5)(2), pp. 8-10} 

recent US West rate case, not the factors set fmh in the US West sponsored 

depreciation study. 

Depreciation rates, like the cost of capital, represent an important 

component of USWC’s cost studies underlying its proposed prices for interconnection 

and unbundled network dements. Like the cost of capital, higher depreciation rates 

transiate into higher costs, which in turn translated into higher interconnection and 

unbundled network element prices. Easton, Tr., p. 37 1 : 17-20. 

lJSWC’s depreciation rates adopted by the Arbitrators are too high because 

USWU has substantially decreased economic lives compared to the lives currently 

approved by the Commission. This shortening of lives drives up the prices charged 

to new entrants. 

USWC has an incentive to want higher depreciation rates in its cost 

studies. Among other things, USWC would prefer to have higher depreciation rates 

on plant accounts used to provide inonopoly services, and a lower depreciation rates 

on plant accounts used to provide competitive services, which is precisely the 

opposite of what the true economic lives of those accounts would indicate. Zepp, 

ATT Exhibit 9, p. 35: 7-13. 

tJSWC’s proposed depreciation rates are inconsistent with the projected 

lives for telephone equipment prescribed by this Commission. By law. USWC 

cannot change depreciation lives without an appropriate proceeding at the 

Commission which lJSWC has not pursued. Commission: staff has not had the 
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3ppofiuriity to study (rtncf retain consultants to evaluate) the USWC proposed 

kpmiation lives. IJSWC's proposed depreciation lives are inconsistent with the 

recommended ranges for projected lives of telcphone tquipment adopted by the FCC. 

rpley are inconsistent with the type of equipment and assumed fill factors used in 

tJSWC's own cost studies. 

USWC prepared no specitic depreciation studies for this case. The only 

"study" submitted for the record in support of USWC's proposed depreciation rates is 

a 1995 report entitled Deprccialion Lives for Telecummiirticntions Equipmeni: 

Review & Update prepared by Technology Futures, Inc. ("Wl*').* USWC also 

referrred to a depreciation filing at the Commission in 1995. Easton, Tr.. pp. 374: 

22 - 375: 20. However, that "filing" was never docketed and has not been pursued 

by USWC or evaluated by the Commission. 

The TFI study proposed by IJS West and adopted by the Arbitrators 

utilizes unreaonabiy high depreciation rates that renders the study unreliable as a 

basis for establishing interconnection and unbundled network element prices in this 

proceeding. The Commission should continue to use the depreciation lives currently 

adopted by the Commission. The Hatfield model uses the Commission approved 

Arizona depreciation rates. 

3. Cornorate Bverhwd (Order, §11(3)(4)9 pp. 11-13) 

?'he Commission should adopt a 10% overhead factor, not the 15% 

proposed by the Arbitrators. 

USWC arbitrarily allocates common costs to network elements. 'IJSWC' 

calcufates prices for a network element by, among other things, allocating a portion 

It i s  worth pointing out that this TFI report expressly acknowledges that it wit: 
sponsored and supported by a group of companies that can clearly be characterized a 
incumbent lwa1 exchange companies for IIAECs) rather than competitive local exchangc 
companies (or CLECs). 

4 ABB243t: 
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if conmon cos& to the elements. However, USWC failed to provide any support for 

ts method of allocating common costs back to network elements. Without such 

,upport, the Arbitrators run lthe risk of including USWC’s inefficient cost structure on 

tew entrants thereby stitling competition. In the case of general overhead allocation. 

he Arbitrators recognized that the USWC allocation (250/6f is significantly too high. 

b e  Hatfield allocation of overhead (Le. 10%) is a more reasonable approach. The 

:videme does not support the compromise of 1590 proposed by the Arbitrators. As 

he Arbitrators admit, the Commission rules provide tor a 10% factor. 

4. 

‘me Commission should use the Hatfield Model‘s 30% reduction because 

Maintenance Costs (Order, glI(B)(6), pp. 13-14] 

the 159.6 factor in the propos~d order does not adequately take into account increased 

et5ciencks stimulated by competition and improved technology. 

5. Network Design - Feeder and Distribution Fill Factors 
(Order, §I#(C)(2) 

The Commission should approve use of two lines per living unit, not three 

If not. the Commission will increase the loop cost making it more difficult for 

emerging competition. A three line per living unit alfowance results in a model that 

under utilizes plant and inflates cost estimates. Cross examination of tBWC 

witncases made it clear that 3 pair placement is excessive and amounts to gold-platin] 

the network. Santos-Rach, Tr.. pp, 272: 22 - 275: 18; Orretl. Tr.. pp. 615: 16 - 617: 

15; Donovzm. Tr.. pp. 867: 3 - 868: 19; Artman, Tr., pp. 1245: 24 - 1246: 6.  Only a 

small: percentage (7%) of Arizona customers even use 2 lines. Orrell, Tr.. pp. 548: 

18 - 549: 3. By using 3 pair, USWC lowers the fill factor and increases its cost. 

Orrell, l’r.. p. 616: 2-1 1 .  
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6. G m  (Order §fi(C)(S), pp. 20-21) 

The Commission should deaverage loop costs now and not defer as 

proposed by the Arbitrators. 

White all the parties agreed that in the long term gemgraphic deaveraging 

is  appropriate. NCi and the other new cntrmts exptained that geographic deaveraging 

of wholesale rates should not have to await geographic doaveraging of  retail tatcs. 

tiubbard. ‘lr. pp. I284-1285, ’Ib do so \vou19 unnecessarily delay the advent o f  

competition in the local exchange market and the benefits derived by the public in 

that market. 

7. 

’me Commission should adopt an across the board avoided cost discount 

Avoided Cost Discount (Order, gIII(C), pp. 32-35) 

of- 22.59% as set forth in the MCI avoided cost model. It should not adopt tlS West‘s 

proposed weighted discount approach because it will keep most Arizona residential 

consumers fiom reaping the benefits of competition in the near future. 

The hvdomsent Of Effective Comeetition In The Local 
A Overvjew: Resale Of Telecammntlicrtioass Services is Critical To 

The Act requires incumbent local exchange carriers to offer for resale. at 

whoicsale rates. any teiecommunications service that the carrier provides at retail. 

47 U S C .  $?51(ci(.I)(A, Further. the Act prohibits incumbents from imposing 

unreasonable or discriminatory conditions or limitations on resale. 47 U S .  C’. 

$25f{cj(4j(B). As the FCC has observed, “Resale will be an important entry strateg 

both in the short term tbr many new entrants as they build out their own facitities 

and for small businesses that cannot afford to compete in the local exchange market 

by purchasing unbundled elements or by building their own networks.” FC’C Order 

7 32. For most new entrants. if the journey to competition begins with a single step, 

that single step is resale. Accordingly, it is critical that wholesale rates and nonprioc 
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e m s  and conditions be established in a way that will not deter carriers iiom 

)ursuing the resate option. 

The tong distance market provides the paradigm for the development of’ 

:ompetition through resale. MC1 and other carriers first entered the long distance 

market in the 1970’s as resellers of AT&T’s long distance services. Since its initial 

Foray into the long distance market as a reseller, MCI has gone on to devciop its own 

ubiquitous network to provide long distance service on a nationwide basis. As a 

result of competition, the long distancc market has grown and prices have dropped. 

The resale provisions of the Act enable a new entrant to enter the market as a 

”middlcperson,” by purchasing local exchange service fiom USWC at wholesale and 

then reselling that service to end users at retail. “Resald’ in this context is not 

significantly different fiom any other arrangement whereby goods or services are 

purchased at wbtesale and then resold to consumers. MCI’s profit is the diilierence 

between MCI’s cast of providing the service and the price it charges for that service. 

DiTino. MCI Exhibit 3, pp. 8: 13 - 9: 22. MCI’s costs, in turn, include not onfy 

what MCI must pay kJSWC for the service it purchases, but also the costs that MCI 

will incur in retailing the service, such as marketing, billing, and customer service 

expenses. DiTirro, MGi Exhibit 3, p. 5: 8-17. In other words, MCI cannot, as 

suggested by USWC, simp11 pass a discount on to consumers. MCl will incur retaii 

costs avoided by USWC. To the extent MCI is more efficient, it can pass a savings 

on to customers, who will then experience the benefit of cornpetition. 

Such a resale strategy ot’fers a variety of benefits. First, because of thc 

signiikant time and expense a canrier must invest in order to develop its own 

network, hit blown facilities-based competition will not happen overnight. Through 

resale, a new entrant will be ahfe to build up a customer base that will justify the 
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.upensc of establishing its own nehvork. In ahis way, resale prcumks rhe expdbhuS 

levelopment of competition. 

Moreover. resale will bring the benefits of competition to all consumers. 

tgain. because of the “sunk costs” that a carrier must incur to place its own network, 

Bcilities-based competition i s  most likely to emerge first in large metropolitan meas, 

where more consumers can be served by a less geographically expansive network. 

ndeed, MCl has existing facilities in the Phoenix area. At the same time, resale will 

tho allow the residents of greater Arizona to enjoy the benefits of competition. 

With competition will come not only benefits of market-based pricing, but also non- 

price benefits of improved customer service and increased product innovation. 

B. 

The FCC has expressed its genera1 approvaS of MCI’s avoided cost 

rnethodalogy. FCC Order $925. 

MCI. to be applied to all of USWC’s retail services, minimizes administrative 

burdens and properly allocates avoided costs among separate services. See FCC 

Order at $916. A service by service discount has two additional disadvantages. 

First, USWC data available to MCI does not allow MCI to calculate a verifiable 

service by service discount. DiTirro, Tr., p. 152 1 : 1 1- 16. Second, a service by 

service discount may discourage competition in the residential market based on 

USWC’s proposal, as adopted by the Arbitrators, to have a much more minimal 

discount for residential service. Since resale will be the primary path for new 

entrants to provide residential service, a minimal discount will create a bmier to 

entry in that market. A uniform discount eliminates any incentive by either party to 

manipulate service by service discounts. 

Moreover, the single discount rate proposed by 

ZJSWC’s motives for advocating a pricing structure biased against the resale 

option are clear. To the extent that USWC can persuade the Commission to adopt 

8 AUB24 31 
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P 

w h d d e  rates that discoupage entry in the resale market, USWC will nut only bc 

able to discourage competition fiom rescllers, but to hinder the develrupmnt of 

faci~it iet+M competition, The Cotnmissim Should mgnize USWC’s “policy 

wnsidemtim” for wkat they are: part of an ongoing effort to fm-U ~ ~ p ~ ~ n .  

c. 
The Arbiiatm propose reducing the MCI avoided cost mudel’s 

discount &om 22.SYo €0 20.22% because the Arbitra.toys disagree with MCl’s 

&eatmat of property taxes and certain marketing (i.e. product management) 

expenses. MCI respectfully disagrees with these adjustments. 

To the extent that property taxes are consid@red operating expenses, a 

liroftion of these costs sboutd be avoided in relation to the fact that USWC will have 

a redwed nad for staff and the supporting fwilities. DiTim, Tr., pp. 1561: 8 - 
1562 15. MCI believes that a portion of property taxes equal to the ovemll avoided 

cost discount shodd be avoided. Since these avoided casts would be a d d  to the 

a m m w ,  the ~vepetil impact ofthe property and other taxa account would be nil. 

DiTirro, Tr., pp. 1559: 3 - 1560: 10. 

USWC included most of the product management costs because, it 

argues, these cos& have benefit to CLECs. However, these costs are incurred 

~etevmt to fJSWC’s mmketing strategy and have little or no benefit to CLECs such 

as MGI. Moreover, even if these studies did have some relevance to MCI’s business 

plan, the various studies and analysis have not been offered to MCI for its use. 

DiTirro, MCI Exhibit 6, p. 5. Consequently, 90% of these expenses should be 

avoided, not 75% as proposed by the Arbitrators. 

CONCLIIS~ON 

For the most part, the proposed Opinion and Order provides a 

&aughthg and batlanced analysis of the cost cmd price issues, but unless it is modifiec 

9 -E2431 
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